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The Organizing Functions 
OF Prices 

I 

Control Exercised Through Prices 

There is no subject to which the business 
man necessarily gives more attention than 
that of prices. It is the margin between 
two sets of prices — the prices of the materials 
and services which he buys, and the prices 
which he gets for the products which he sells 
— that determines the profit of his enter- 
prise. To adjust his activities successfully to 
the changing conditions of the markets, he 
must understand the factors which determine 
these prices; he must even look beyond the 
markets with which he is immediately con- 
cerned and study the general conditions 
affecting a!! markets. These markets are 
bound together by the system of prices. 

Functions of the Price System 

The business man engaged in buying and 

selling commodities is often unaware of the 

important functions performed by the system 

of prices. It is clearly evident that profit is 

7 
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the motive which actuates business, but it is 
not so evident how prices and profits organize 
the production and use of goods for the com* 
munity at large. 

Earlier studymnits have foreshadowed the 
solution of this problem. Thus we have ob- 
served that if producers are to spedalize they 
must trade with one another, but we have not 
referred specifically to the basis on which they 
shall trade. This basis, of course, is worked 
out through prices and through the relations 
of prices to one another. 

Modern production, we have noted, is for 
the market, and is properly guided only when 
everything sells for the right market price. 
But when is this price right, when is it "fair," 
and just how is it determined? 

Railroad rates are prices, rates of wages 
and of interest are prices, securities are issued 
in consideration of the prices they will bring 
and their prices on the stock exchange register 
roughly the changes that are taking place in 
society's needs for capital; these examples, 
drawn from preceding study-units, illustrate 
how the idea of trade and exchange has un- 
derlaid our study of all the branches of pro- 
duction. The fact is that a full understanding 
of prices, of markets, and of trade in general, 
is necessary not only for business reasons, but 
for the purpose of understanding fully many 
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of the processes of production that we 
have already partially analyzed. The sys- 
tematic study of "Exchange," to which die 
next six study-units are devoted, supplements 
the systematic study of "Production." 

The Mechanism of Exchange 
The purpose of the present discussion is to 
show how markets are bound together by the 
network of prices, and how, through th^ ad* 
justments of these prices, the productive en- 
ergies of the country are organized. Later 
study-units will consider the causes of fluctua- 
tions in the prices of single commodities, the 
relations of trade to the monetary system, to 
the credit system, and to the business of deal- 
ing in foreign exchange. All these considera- 
tions lead up to a treatment of the causes of 
such fluctuations in the general price level as 
the world has experienced since 19 15, with 
suggestions of ways in which these fluctuating 
movements may be foreseen, understood, and 
allowed for. 

Practical Questions 
Many of the questions which are answered 
in a practical way by price adjustments grow 
out of the need for exact measurements; in 
other words, they are questions of how much. 
In every society these fundamental questions 
arise : What shall be produced and how much 
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of each thing? What uses shall be made of 
the product and how much of it shall be de- 
voted to each of the various uses ? How shall 
the product be divided among consumers and 
how large a share shall each person receive ? 
These questions are agitating society in a 
practical way. It is often said that modern 
industry is too largely devoted to providing 
goods and services that are not essential to 
consumers or even beneficial to them, while 
millions of people are not supplied with 
things that are necessary to comfort and to 
wholesome social conditions. In short, it is 
said that the energies of organized society are 
misdirected to a great extent, and there is 
aptation for reform in this respect. 

How is Industry Controlledf 
Before considering this phase of the sub- 
ject, it is desirable to have a clear understand- 
ing of the economic forces which have to do 
with the direction of the industrial activities 
and with the distribution of the industrial 
product. It will be found that the mechanism 
of prices is the immediate agency in control, 
and it is difficult to see how in a society like 
the present one, in which producers and con- 
sumers are widely separated and where indus- 
trial processes are minutely subdivided, any 
other method of control could be efiectively 
exercised. 
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Prices, of course, do not constitute a piece 
of machinery which works automatically. Be- 
hind them there is a directing will. Prices 
are simply the agency for registering the will 
of the public, for stating the demands of con- 
sumers with such precision that business con- 
cerns may produce the goods wanted. Every 
dollar of income which a man receives during 
a year entitles him to one "vote" on the ques- 
tion of what shall be produced that year and 
what use shall be made of the product. 

Votes and Prices_ 

An analogy might be drawn between the 
casting of votes at an election and the spend- 
ing of dollars in the market, for both are 
methods of expressing public opinion. There 
is, however, this difference; elections come 
only once a year or even less frequently, while 
markets are always in session; also, on the 
whole, men give more thought to spending 
their dollars than they do to casting their 
votes. 

The statement that, through prices, pro- 
duction is under the control of those who 
have incomes to spend, may at first appear to 
overlook the control which owners, througji 
their property, exerdse in industry. Owners, 
however, in order to receive a return on their 
investments must use their property to pro- 
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duce those things which the income spenders 
want to buy. Thus the annual production of 
every country is directed ultimately by the 
spenders of incomes and not by the authority 
of those who own productive property. The 
business man who manages a property for 
profit receives his orders, in the last analysis, 
from the buying public, each man's wants 
counting in proportion to his ability to pay. 

Production Must /Anticipate Demand 
These orders from the consumers are not 
pven in advance, and so production must be 
carried on in anticipation of demand, as we 
have already noted in our study of capital and 
enterprise. This makes it necessary for busi- 
ness men to look far ahead, to study carefully 
the trend of consumers' wants, and to predict 
as nearly as may be the prices of the future. 
Production by modern methods usually re- 
quires large investments in plant and equip- 
ment, the building of which has to be under- 
taken long before any of the product can be 
sold. During the time the plant is under con- 
struction there may be great changes in the 
prices of materials or of products, or con- 
sumers may develop new and different wants. 
Competitive produrts may come on the mar- 
ket or competitive methods of supplying the 
same product may be devised. Amid these 
uncertainties, the business man must come to 
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it decision, and upon the soundness of his 
judgment and his ability to gage the future 
markets, the success or failure of his business 
venture will largely depend. 

These characteristics of modern industry 
make the problem of guiding production dif- 
ficult and full of risk. The assertion that, by 
affecting prospective profits, prices guide pro- 
duction, is easily accepted, but it does not re- 
veal the difficulties with which such guidance 
is confronted. Out of many opportunities, 
each one of which appears to be more or less 
profitable, which opportunity shall be se- 
lected? Along which lines shall capital be 
directed? Who shall stand the loss if the 
venture turns out to be a failure ? 

Prices and Risk 
The part played by prices is not that 
of decisively answering these questions but 
rather of furnishing the information on which 
judgments are based. The final decision must 
be made by the enterpriser or business organ- 
izer. Having chosen the line of industry 
which he intends to develop, he draws to it 
the necessary capital by offering to investors 
attractive rates of return and satisfactory se- 
curity. In proportion as he gives them secu- 
rity he carries the risk himself, that is, he 
backs his judgment with his property, so that 
13 
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the 5rst loss both in income and in principal 
is borne by the enterpriser himself. 

Since the enterpriser occupies this pivotal 
position in the guidance of industry, his calcu- 
lations regarding prices are of primary im- 
portance. They are so important, in fact, 
that an elaborate technique has developed for 
keeping a record of these calculations, esti- 
mates, and prices. The system of accounting 
by which business is conducted, furnishes sim- 
ply a record of the transactions involving 
prices — showing the volume of investment, 
the amount of borrowed capital, the costs of 
operation, the income from the sale of the 
product, and the profit or loss. The care 
exercised by the bookkeeper to make his ac- 
counts balance to the cent is indicative of the 
precision with which property is managed on 
the basis of prices. Without prices the ac- 
counts could not be kept, and without the 
calculations of accounting the system of busi- 
ness enterprise could not be operated. 

Prices and Profits 
It must not be forgotten that the final goal 
of the record is a profit and loss account. If 
there were some "norma! profit" common to 
all lines of industry, the problem of guiding / 
production would be altogether different. As 
a matter of fact, however, it is the risk of 
loss which largely explains and justifies the 
14 
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differentials In profits. ' There are great di- 
versities of condition among various lines of 
industry. Some are new and untried, others 
old and established; some inevitably involve 
larger elements of uncertainty than others. 
To express the profits of all industries as a 
single average destroys the significance of the / 
profit statement altogether. Any arbitrary 
attempt to reduce profits to a dead level 
would destroy their function, for it is through \ ' 
the prospective differences in profits that pro- ' 
duction is guided. 

The amount of profits that have accrued 
during any accounting period is dependent 
to some degree on the changes in prices which 
have meanwhile taken place. The subtrac- 
tion of money expenses from cash receipts is 
no sure indication of the profits of a business. 
Allowances must be made for depreciation in 
buildings and equipment and for additions 
and betterments ; also, for changes in inven- 
tory, as shown by the experience of business 
concerns during the rapidly falling prices of . 
1920. The rule generally followed in taking 
an Inventory is that goods shall be valued at 
cost unless the prevailing price is less than 
cost, in which case they are valued at the . 
market price. This, of itself, shows the de- 
pendence of profits upon changing prices. 

Profits are usually expressed as a percent- 
age and prices furnish the basis of the calcu- 
15 
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ladon. There are two principal forms of 
expressing the percentage of proiit, both of 
which have important uses. 

Two Forms of Expressing Profits 
The one form of ej^rcssion is to state 
profits as a percentage of sales. In this usage 
a lo per cent profit means lo cents of gross 
profit on every dollar of sales. This was the 
form commonly used when business was 
\ chiefly done by merchants. The form con- 
tinues to be used in wholesale and retail mer- 
chandising today, where conditions similar to 
early merchandising still prevail. Thus the 
"packer's dollar," which has been given pub- 
lidty by advertising, shows the slice of every 
dollar of sales which remains to the manage- 
ment after expenses have been met. 

The other method of measuring profits is 
as a percentage of the total capital invested 
in the business. This form has become more 
important as larger quantities of fixed capital 
have gone into plant and equipment, and 
as the main consideration has come to be the 
earning of a given rate of return upon the 
capital thus permanently invested. 

Where Each Form is Used 
In manufacturing industries requiring targe 
investment, as steel and automobiles, and in 
railroads, the size of the proBt is conveniently 
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expressed as a percentage of the total volume 
of invested capital. This is the information 

' wanted by the investor in industrial or rail- ^ 
road securities. 

The first method of calculating profits 
{upon sales) is more appropriate when the 
turnover is large Both independently and in 

"^clitTon to "ca!pital, and when prices are fluc- 
tuating. "~"A small percentage of the price in 
each case may make a large percentage of 
profit or loss on the capital, hence the impor- 
tance of relating the profit closely to the tf 
selling price as sales are made. 

When prices are comparatively stable and 
capital is largely in fixed property, the return 
upon capitalisthe important thing .tp„know, 
and there is'nbt'the same emphasis upon the 
rate of profit on current service. 



II 

. Apportioning Productive Energy 

There is rM> more important element in the 
whole managerheritof the Industrial system \ 
jthzn the balancing of the relative needs for ■ 
, capitally varioiis HneV'of fndustry. Price 
adjustments, by influencing earnings, facili- 
tate this distribution of capital. Larger earn- ' 
ings make it possible for the more profitable y 
17 
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lines of industry to secure the larger share of 
the funds and thus to increase their equip* 
ment. The immediate control over the flow 
of capital funds may be in the hands of the 
investment banker or of his customers, but 
back of these judgments are the price adjust- 
ments, and they have the iirst word as to the 
direction of investment. 

fFhat Investment Means 
The annual supply of capital funds is sinii^ 
ply that share of the annual income of the 
country which the income receivers have de- 
cided to invest rather than to spend. The 
decision to invest amounts substantially to 
giving the concern which borrows the money 
the right to "vote" with the dollars thus in- 
vested. The enterpriser or borrower, to con- 
tinue the analogy, receives a proxy from the 
investor; the demands of the borrower are 
substituted for the demands of the lender. 

The effect of this arrangement, where the 
borrowed funds are used for productive pur- 
poses, is two-fold. First, it increases the 
demand for equipment goods, thus leading, 
for example, to the production of more loco- 
motives and steel rails, more telephones and 
electric lights, more agricultural implements 
and factory equipment. It also means, for 
the time being, a smaller demand for con- 
sumers' goods than would have existed if the 
l8 
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person who received the mcomc had spent it ^ 
instead of investing it. The net result is that 
a part of the present year's effort is diverted 
from the satisfaction of present wants to the 
satisfaction of future wants. We noted this )/' 
point when we considered capital; we must 
note it again when we consider interest. 

A Tendency Never Realized 
The ease with which new capital funds may 
be directed along various lines creates a ten- 
dency for the rates of earnings in various v 
industries to approach equality, because un- 
usually large earnings draw producers from 
the less profitable to the more profitable in- 
dustries. This tendency, however, is never i 
completely realized. There are differences 
of locality, the rate tending to be higher in 
newer countries and in newly developed sec- 
tions. Also, some investments involve more 
risk than others. New industries spring up, 
promising large returns, but are less familiar 
to investors than the established industries. 
Some investments carry with them privileges , 
in addition to income, such as voting power. 
Thus, the apportionment of capital among the 
various business concerns according to the 
relative profits which can be earned, tends 
to balance the development of industry but 
never completely equalizes the rates of / 
return. 

19 
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This investment of funds along the lines 
indicated by earnings, like other matters in- 
volving human judgment, is not done without 
error. There are waves of speculative en- 
thusiasm during which the industry which is 
most popular at the time receives so much 'y 
capital that it becomes over-equipped. Such 
was the situation with the railroads during 
the construction boom which culminated in 
the panic of 1873. Railroads had been built 
in the West more rapidly than the traffic 
requirements of that section justified. The 
prices of these railroad securities collapsed in 
the panic, the credit of the roads was injured, 
and further railroad extension ceased. Thus 
the error in overbuilding brought on the 
events which acted as correctives, and the loss 
was borne by those who had exercised badi' 
judgment in the use of capital. 

In the course of time, however, cities grew 
up along these same railroad lines. Farmers 
sent their agricultural products to the East, 
and the returning freight cars carried back 
manufactured goods in exchange. The build- 
ers had been right in their vision of a great 
agricultural empire, but they had built too ^ 
early and too rapidly. When the community 
had grown up and could use to the full its 
railroad equipment, the industrial balance 
was again established. 
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Prices Distribute Labor 
Prices serve to distribute labor among the 
various occupations in a way similar to that 
by which earnings apportion capital among in- 
dustries. Each year a new body of recruits 
reaches the age when they are eligible to join 
the industrial army. The tasks which these 
men select are largely determined by the busi- 
ness opportunities created by price changes. 
After the Civil War the transcontinental rail- 
roads were built, the farms of the West were 
manned, the factories of the East were con- 
structed. In each period the engineering skill, 
the manual labor, the capital equipment, were 
brought together by the enterprisers or the 
business organizers. 

Imagine the confusion and conflict which 
would prevail on the question of what tasks 
should be assigned, for example, to the 
hordes of immigrants who land during a year, 
if it were not for the machinery of prices 
through which the final orders arc received. 
There would be heated arguments in favor 
of assigning them to the production of those 
things which the political orator wants, a tug 
of war between parties with conflicting views 
as to what ought to be done, a fight in the 
dark to determine who has the right to issue 
the orders to industry. In the meantime, the 
immigrant who finds himself a job is not 
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aware that this task was pii^d for him by 
the income spenders; and the spenders are 
equally unaware that when they parted with 
their dollars they were picking jobs for men. 
The solution of the problem is taken for 
granted and so the function performed 
through prices goes on unappreciated. 

The Main Conclusions 
Laborers, of course, are not so easily 
moved about as investment funds, so there are 
limits to the effectiveness of prices and wages 
in assigning tasks. Men cannot be trans- 
ferred freely from one task to another in re- 
sponse to differences in wages and in demand, 
because of barriers created by distance, by 
natural differences in aptitude, and by other 
circumstances. These limitations and excep- 
tions as to the effectiveness of prices in work- 
ing out the occupational distribution of labor, 
however, must not be permitted to obscure 
the main conclusions. These conclusions are, 
first, that higher prices, due to increased de- 
mand, make it possible for a business concern 
or industry to draw to itself a larger portion 
of the current supply of labor; second, that 
if wages continue at a higher level, addi- 
tional workmen will be drawn permanently 
into that industry; and third, if any industry 
fails to pay wages that are fairly attractive 
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as compared with those paid in other in- 
dustries, it will be unable to maintain its 
supply of labor. 



Ill 

Coordinating Factors of 
Production 

Thus far we have noted how prices direct 
the supply of capital and labor to meet the 
current demands of consumers, and how at 
the same time they help to preserve a balance 
among the various developing industries. We 
now turn to the problem of how prices facili- 
tate the organization of production within a 
business concern, lliis is a question of the 
apportionment of expenses in such a way as 
to secure the most economical production. 

Production a Joint Process 
A characteristic of modern industry is that 
- production is a joint process. It is the result, 
as we have already seen, of an effective com- 
bination of the four factors, land, labor, cap- 
ital, and enterprise. The increasing subdi- 
vision of industrial processes in modern times 
and the specialization which has accompanied 
it, make this problem of coordination espe- 
cially important in the present day. 
23 
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Here, again, the question is one of meas- 
urement and calculation. It is evident that 
in all cases some of each factor will be neces- 
sary, but the question is how much of each 
should be used in any particular case. Each 
factor should be present in proportion to 
bring the most profitable results, and the suc- 
cess of the business venture is measured by 
the degree to which the right proportion is 
achieved. 

In determining, on the basis of prices, what 
is the most economical combination of fac- 
tors, the business organizer must, of course, 
work within the limits imposed by industrial 
technique. "Bricks cannot be made without 
straw." Brick-making requires clay and fuel 
and workmen and equipment, but whether the 
fuel shall be coal or wood, and whether a 
given piece of equipment shall be substituted 
for a certain number of workmen, is a qaes- 
tton which may be decided on a business 
footing. 

Getting the Right Combination 
The general basis of the decision is always 
to use in the combination the largest posMble 
amount of the least expensive factor and to 
use proportionately less of the more expen- 
sive. If capital is scarce and labor plentiful, 
bricks can be made by hand and transported 
by wheelbarrow. The relative scarcity of the 
24 
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factors are indicated by the prices which they 
bring in the market. Thus high rates for cap- 
ital tend to discoarage the introduction of new 
equipment, and to favor the use of relatively 
low-priced labor instead. 

This problem of the economical coordina- 
tion of the elements of production will be 
solved differently by those working under 
different conditions of production. This is 
clearly shown by the intensive cultivation of 
land in Europe and the extensive cultivation 
of it in the United States. In France, for 
example, where wheat land is hig^-priced and 
labor relatively cheap, a much larger amount 
of labor is used on each acre of land than is 
used in this country. The yield of wheat per 
acre in France is consequently about twice as 
large as in the United States. When the 
yield is calculated per man, however, the 
United States makes the better showing. 

The Difference Explained 
The explanation of this difference is simple. 
In France the farmer must use his expensive 
land to the best possible advantage, and so 
instead of renting additional acres, he adds 
more labor to the acres already under cultiva- 
tion. In the United States the conditions 
have been reversed. In the wheat growing 
states land is still relatively cheap as com- 
pared to labor, and so the problem of the 
25 



ECONOMICS FOR EXECUTIVES 

farmer is to get the greatest yield per work- 
man. The principle of the more economical 
use of the scarce factor is the same in both 
cases; the particular solution, however, de- 
pends upon the conditions peculiar to each 
country. 

In a similar way there is an intensive use 
of city real estate when skyscrapers are 
erected. Two or three story structures on 
valuable sites or on sites that are rapidly in- 
creasing in value are constantly being torn 
down, long before they have deteriorated, to 
make room for twenty story buildings. The 
higher the building, the more intensive the 
"cultivation" of the site-value. 

Labor or Capital 

In countries where labor is extremely 
cheap, as in China and Mexico, the amount 
of labor used in proportion to capital equip- 
ment is very different from that used In the 
United States for the same undertaking. For 
example, in China an employer can hire 
coolies so cheaply that he uses them on tread 
mills to furnish power in preference to in- 
vesting in steam engines. The Mexican 
laborer works at a' wage which makes It eco- 
nomical to pump out mines by hand rather 
than install modern pumping equipment. 

The industrial backwardness of these two 
countries is partly due to a lack of knowledge 
96 
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of modern methods of production, and to a 
shortage of capital. It is only as capital accu- 
mulates in these countries or as investments 
are made from abroad, that industrial im- 
provements can be introduced. As capital 
becomes more plentiful, and consequently 
cheaper, larger amounts will be used in pro- 
portion to labor, the total output will be 
greater, and the return per workman will 
increase. 

The Principle of Proportionality 
The principle involved in the enterpriser's 
coordination of land, of labor, and of capital, 
In accordance with their relative prices, is of 
most far-reaching application. When we 
come in later study-units to a consideration of 
wages, of interest, and of rent, we shall find 
the analysis to center upon this principle. Its 
importance has been so widely recognized 
that it is given a name — the principle of pro- 
portionality. It is also called the principle of 
substitution because the enterpriser's use of 
more of one factor, say capital, and less of 
another, say labor, amounts to the substitu- 
tion of one for the other. Without the defi- 
nite inforihation given by prices, the enter- 
priser's application of the principle of sub- 
stitution, in his efforts to coordinate the 
different factors of production, would seem 
to be almost impossible. 
27 
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The manager's choice of methods can be 
best guided by prices when he knows precisely 
what his costs are per unit of output and also 
for each separate step in the whole productive 
process. His labor costs, his fixed charges, 
and other capital costs, his costs for the use 
of land, need to be recorded and analyzed. 

Economic Function of Cost Accounting 
Here is where systems of cost accounting 
are necessary. The whole technique of cost 
accounting is thus seen to be but an elabora- 
tion of the method by which prices guide the 
enterpriser in his coordination of factors. 
Prices of products on the one hand and of 
means of production on the other are not 
sufficient by themselves to guide production 
in such cases. The price at which an automo- 
bile sells, for instance, and the prices at which 
labor, equipment, and materials can be had, 
mean something to the manager only when 
analyzed into their elements. 

It is the function of cost accounting to 
measure with precision the expenses of every 
process. The elements of production, which 
have become interlocked through joint-costs 
and joint-products, must be separated and 
every item of expense allocated to some par- 
ticular job. These separations are not made 
by the market, and it is the purpose of cost- 
finding to determine the more exact measure- 
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meats which are not furnished by prices. 
Only by close measurement can the business 
administrator know the relative efficiency of 
the various factors, and wisely combine them. 

The Manager's Dilemma 
This increase in the intricacy of industry, 
which requires giving attention to details, has 
been accompanied by a growth in the scope 
of industry which increases the difficulty of 
management. The administrator is presented 
with a dilemma — a choice between looking 
into the necessary details and looking out on 
the industry as a whole. 

The whole question is one aspect of the 
problem of the proper size of the business 
unit, which is itself a question of the combi- 
nation of factors. For It Involves the question 
of how thinly to spread the organizing ability 
of the administrator. It is sometimes argued 
that certain railroad consolidations and indus- 
trial integrations have been carried to the 
point where the proper administrative officers 
can no longer keep in touch with vital phases 
of the business. Whether or not It is true in 
these instances, there is always the possibility 
that business concerns may reach the size 
where the capital and labor involved Is too 
large in proportion to the administrative skill 
and organizing ability. Where this is true, 
inefficient management will result and proof 
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of the bad mixture will be found in the profit 
and loss account. 

The function of prices in facilitating the 
economical combination of the factors of pro- 
ducti(Hi may now be summarized. The main- 
tenance of high prices for factors which are 
relatively scarce insures their cccmomical use. 
The business organizer, producing for profit, 
will use sparingly the factors which are 
scarcest in order to keep down his costs. In 
this way the scarce and high-priced factors ' 
are prevented from being put to low'^riced 



IV 

Determining Division of Income 

While the business organizer or executive 
is engaged in coordinating the elements of his 
own enterprise, he is at the same time, though 
ordinarily unaware of it, making the judg- 
ments which result in dividing the aggregate 
income of society among the individual mem- 
bers. 

All this income, except profits, flows into 
three channels : all the wages go to the labor- 
ers, all the Interest goes to the capitalists, and 
all the rent goes to the landlords. Such spe- 
cific items as wage rates and interest rates, 
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therefore, affect the proportions received by 
each of these classes. Upon these items exec- 
utive decisions exercise controlling influence. 

Business Considered as a fVhole 
This does not mean, of course, that the 
business organizer can arbitrarily determine 
the incomes of those whose services and prop- 
erty he hires. Each individual business man 
is confronted with a situation which dictates 
to him, within limits, the amount he must pay 
to secure the use of the productive factors, 
and to this situation he must adapt himself. 
Thus the judgments made in organizing any 
particular Enterprise, though they play a part 
in determining how the national income shall 
be distributed, do not, when taken by them- 
selves, have a large e0ect. Instead of being 
able to pay what he pleases, the individual 
business man must pay what the competitive 
conditions in his line of industry require. It 
is only when we consider the large influences 
growing out of conditions in all lines of busi- 
ness taken together, that we can say that the 
enterprisers' judgments have an effect upon 
the ways in which the national income is dis- 
tributed. 

Price Adjustments and the Executive 
It is important for business executives to 
a)mprehend this truth concretely and in de- 
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tail, for all transactions of business converge 
upon them as business organizers and the 
price adjustments by which the incomes are 
determined are the outcome of the judgments 
of these business organizers. They take the 
lead, assume contractual obligations toward 
laborers and capitalists, and achieve their own 
profit or loss only after the contracts have 
been met. 

The contracts entered into with those who 
control the elements of production that are 
needed for the enterprise, including wage con- 
tracts with the workers, must be met and pay- 
ments must be made no matter what may be 
the final outcome of the business venture. 

The Outcome of Price Adjustments 
These payments are related to the organ- 
izing functions of prices, because they them- 
selves are the outcome of prices. To the busi- 
ness organizer wages, interest, and rent figure 
as costs. To those who receive them they are 
incomes. To both parties they are the out- 
come of price adjustments in the market. 
They are the sums which the business man 
must pay to secure the necessary factors of 
production, and at the same time they are the 
shares of the total proceeds of industry which 
are paid as incomes to those who control the 
factors. 
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The value of the product must be shared by 
those who joindy produce it. Ilius it be- 
comes apparent that the product itself, which, 
through the guidance of prices, was produced 
by the joint efforts of many individuals is, 
again through prices — now appearing as in- 
comes to be expended — distributed propor- 
tionately among the various producers. It is 
by the adjustment of prices that both the 
money proceeds of industry and the actual 
products of industry are divided. 

The division here described is known in 
economics as Distribution, which applies both 
to money incomes and to real incomes, the 
latter being the concrete goods and services 
for which people spend their money incomes. 

Contemporaneous Processes 
Distribution will come up for special con- 
sideration when we reach those study-units 
which deal with the National Income, but it 
should be noted here that the processes of 
production and distribution go forward hand 
in hand. They arc contemporaneous. There 
is no period when goods that have been pro- 
duced are accumulated, followed by a period 
when the goods are allotted. Consequently 
some of the joint producers (both those who 
contribute labor and those who contribute the 
use of capital) receive their shares (wages 
and interest) in advance of the realization 
33 



ECONOMICS FOR EXECUTIVES 

from the sale of the product. These shares 
are, therefore, largely predetermined. But 
the enterpriser must assume the risk as to the 
price at which the product will finally sell, and 
so the share he receives as profit is necessarily 
of uncertain amount. It is the elastic element 
in the price system. 

The Inequality of Incomes 
The disposition to think of labor and of 
capital in the abstract, as "labor in general" 
or "capital tn general," sometimes results in 
overlooking the fact that piece-rates for labor 
and time-rates for the use of property are a 
factor in determining the family incomes of 
workers and of owners. This gives these 
rates a distinctly human side. The question 
naturally arises whether the rates paid for the 
factors of production, even though they or- 
ganize production economically, result also in 
an equitable distribution of incomes. The 
very apparent inequality of incomes makes all 
the more urgent this question as to the prin* 
ctple upon which the apportionment is made. 
The principle which prevails wherever 
workers are free to select their employment 
and property owners are free to direct how it 
shall be used, is that everyone's income, under 
competitive conditions, corresponds with the 
quantity of the thing he has to sell, multiplied 
by its market price per unit. The unit rates 
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of pay, both for services and for the use of 
property, are determined by the market; the 
rates express in each case a market worth, 
or market price. Assuming the demand for 
products, this price will be high for those 
factors which are relatively scarce and lower 
for those which are more abundant. In either 
case, however, the proportion of the total 
proceeds of industry which goes to the owners 
of each factor corresponds with the propor- 
tionate contribution of that factor to the 
concrete product from which the money pro- 
ceeds are derived. 

// Incomes Were Made Equal 
Whether or not such a principle of distri- 
bution is equitable depends, of course, upon 
the canons of justice which are to be applied 
to the case. While it is not the present pur- 
pose to inquire into this question in any funda- 
mental way, yet it is important to understand 
how the application of some other principle 
would, through the accompanying changes in 
prices, affect the volume and direction of 
production. 

First, it is to be noted that if any one fac- 
tor is to be paid more than its market worth, 
then other factors must receive less than their 
market worth. The total proceeds for a 
gjven output are only of a certain size, and 
to increase the amount going to the owners 
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'•f any one factor will necessarily reduce the 
amount received by the others — unless, of 
course, the total proceeds are in some way 
increased at the same time. 

Second, since the payment of these incomes 
furnishes the incentive for the contributions 
to output, a reduction of income going to cer- 
tain factors might be followed by a curtail- 
ment of production. Under such drcum- 
stances the volume of production might even 
decline to the point where the increased per- 
centage received by the factor which had 
benefited relatively by the re-division might 
not be sufficient to offset the reduction in the 
absolute total to be shared. 

Re-division May Reduce Output 
Assume for example, that total proceeds 
of some industry were $1,000,000 and that 
50 per cent of this was going to labor as 
wages. If, then, wages were increased to 60 
per cent and the other shares reduced to 40 
per cent, it does not follow that wages would 
be $600,000. The re-division might result in 
a 20 per cent reduction in output, and a cor- 
responding reduction in proceeds, so that la- 
bor would receive 60 per cent of $800,000, 
making its income $480,000 instead of the 
original $500,000. 

The cause for this decline in production 
would be that the other factors were being 
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Starved out of that particular industry, and 
were going into other lines, where the basis 
of distrihuting proceeds was more satisfac- 
tory. If the equipment was of a kind that 
could not be converted to some other use, the 
value of it could be at least partially with- 
drawn by a policy of under-maintenance. The 
value thus withdrawn would then be invested 
by the owners in industries working under 
more attractive conditions. 

How the Division is Made 
The limitations which prices and the mar- 
kets impose upon such readjustments of in- 
come is often not appreciated because the 
competitive forces at work are underrated. 
The division of the national income is not 
made under a single national agreement, 
affecting equally all workers and aU employ- 
ers in all industries taken together. The divi- 
sion is made as the result of a complicated 
set of particular bargains entered into by 
groups of workmen and employers in every 
different line of industry. What can be done 
by way of modifying rates of return in any 
one industry is therefore limited by the char- 
acter of bargains that can be made elsewhere. 
So long as workers and owners are Tree, un- 
der price guidance, to select their occupations 
and their investments, no division of income 
between workers and owners can long be 
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maintained in one industry that is out of line 
with the division in others. 

The nature of these limitations is some- 
times overlooked in the legislation proposed 
both by the state and by the federal govern- 
ment. Goods that are produced for a world 
market must be produced under conditions 
which make it possible to meet world compe- 
tition. Legislative provisions for the pay- 
ment of minimum wages, for reductions in 
the hours of work, for restrictions upon the 
earnings of public utilities, can have effect 
only within the territory which the legislative 
body represents. In considering the wisdom 
of such legislation it is necessary to look be- 
yond the immediate effects to their remoter 
influences on the organization of industry. 

Prices a Framework 

It is not meant here to argue that actual 
prices are so closely knit that no modification 
of them is possible through legal enactment 
or superior bargaining power. Nor must 
every proposed modification be judged before 
trial to be unwise. At any given time the 
competitive prices may not have reached the 
point where legislation or combination could 
not alter the outcome. Prices are not so in- 
flexible as to be entirely unyielding to pressure 
of a non-competitive kind. 

What is important to keep in mind is that 
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existing prices constitute a framework within 
which business adjustments must be made, 
and that, in view of world markets, this 
framework establishes limitations which en- 
force themselves through competition. At- 
tempts to change prices ot incomes arU- 
trarily, that is, without altering the conditions 
of demand or supply, can succeed only within 
the narrowest limits. So long as industry is 
conducted on business principles, the prices of 
products and the prices of productive factors 
will continue to depend closely on each other. 

Wage Rates and Interest Rates 
There is, in general, only one effective way 
of changing rates of pay in such manner as to 
increase low incomes. That is, by increasing 
the supply of the scarce factors of production 
so that they will become cheaper. So long 
as the market worth of each factor, per unit, 
is expressed by the rate of return which it 
receives, the relatively scarce factors will re- 
ceive the relatively high returns. Where cap- 
ital is scarce, for instance, interest rates will 
be relatively high. More rapid increase in 
the amount of capital than in the number of 
workmen, however, would result in a reduc- 
tion in the rates of return on capital and a 
corresponding increase in wage rates. The 
result would be to increase the incomes of 
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Thus it is that the division of income, the 
most perplexing of all problems in the man- 
agement of industrial society, ts worked out 
through prices. There are many facts pecu- 
liar to each of the distributive shares — wages, 
interest, rent and profits — ^which will be tKs- 
cussed in later study-units. But this they all 
have in common — they are prices, combina* 
tions of prices, or outcomes of price adjust" 
ments. And the price paid per unit for each 
of the services tends to correspond to the con- 
Itribution made by one unit of each factor to 
'riie product and the proceeds of industry. 



Organizing Consumption 

We pass now from a consideration of the 
method by which money incomes are deter- 
mined in the market to the question of how 
these money incomes are spent. We have 
seen how prices facilitate the organization of 
production; now we inquire into what part 
they play in the organization of consump- 
tion. From the economic viewpoint, con- 
sumption is organized by adjusting the family 
income to family expenses, just as production 
is organized by adjusting the income and ex- 
penses of business concerns. 
40 



THE ORGANIZING FUNCTIONS OF PRICES 

The primary and controlling consideration 
is that the spending power of the family is 
limited by the earning ability of its members. 
The limitation in the size of the family in- 
come creates the problem of its proper appor- 
tionment. Here, as elsewhere, the problem 
of economical management is how to make 
the best use of a thing that is scarce. It is 
because wants are unlimited and income is 
limited that the family is always confronted 
with the question of how to make ends meet. 

The Art of Spending 

The art of spending money economically 
consists in arranging the family wants in a 
list, with the most important at the top, and 
then coming down the list as far as the family 
income permits. An increase of income 
makes it possible to fill the wants lower down 
on the list. The line, however, must always 
be drawn somewhere, and since the want list 
is usually longer than the purse, there are 
almost always some wants that remain unful- 
filled. Oddly enough, It appears to be the 
psychology of human nature that it is the 
thing which is Just over the line that at the 
time seems to be most desirable. 

This device of arranging wants in a list, 
while not actually pursued by all spenders, is 
the logic which lies behind the use of money 
income. It is only when different wa.nta casv 
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be compared by prices, that the exact appor- 
tionment of income is possible. The mental 
arithmetic of the consumer would be impos- 
sible if it were not for the definite assistance 
of prices. 

Characteristics of Family Expenditures 

There are two characteristics of family ex- 
penditures which should be kept in mind. One 
is that the buying is largely done in retail 
markets, and the other that, for the most 
part, women do the buying. Both of these 
features are important when considering the 
relation of prices to the guidance of consump- 
tion. 

In the retail market the buyer is not actu- 
ated by motives of profit, as are the buyers in 
markets where producers' goods are bought. 
He is influenced rather by certain require- 
ments of use. Those standards of use are 
largely habitual and customary and change 
very slowly within a g^ven country and class. 
As long as family incomes arc stable, there- 
fore, the distribution of family expenditures 
remains fairly uniform and the demand for 
staples fairly constant. The prices for staple 
commodities at retail are consequently stead- 
ier, on the whole, than the prices for the 
goods purchased by business concerns. 

Not all the family income, of course, is 
spent in the retail market. House rent, for 
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example, is a large item of the expenses of 
a family, but house rent also ordinarily 
changes more slowly than business rents and 
other prices for producers' goods. 

Women Supervise Budgets 
As managers of households, women are the 
supervisors of the family budget. The allot- 
ments for food, clothing, and rent are made 
by them and their judgments are ordinarily 
as decisive in the field of consumption as are 
those of business organizers in the field of 
production. The knowledge of what and 
when to buy, of the changes in fashion, and, 
in fact, of the whole and elaborate technique 
of consumption, is largely in the possession 
of women. Through the expenditure of dol- 
lars they exercise a decisive influence in the 
market; women's "votes," therefore, are that 
controlling factor in guiding production to 
which we referred in discussing the response 
of production to the will of the public. 

The phenomena of special sales and of the 
bargain counter show the competition among 
retailers to secure the dollars of the con- 
sumer. They also illustrate how the pressure 
exerted by consumers to have goods produced 
as cheaply as possible is transmitted backward 
along the whole line of industry. The pur- 
chaser of a shirt waist at the bargain counter 
does not often inquire into the conditions un- 
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der which it was produced. Aside from qual- 
ity, the only question asked is whether it sells 
at $2.49 or $1.98. 

Differences in Consuming Power 
From the inequality of income it follows, 
of course, that the wants of some people count 
for more in the markets than the wants of 
others. The larger incomes of some make it 
possible for them to take their pick of seats at 
the theatre, to live in the best homes, to ride 
in the more expensive cars. This difference 
in consuming power has already been referred 
to and partially explained in connection with 
the principle governing the payments made 
for the use of the productive factors. The in- 
equality of buying power, under existing con- 
ditions of persona! ability and ownership, is 
the obvious outcome of following the prin- 
ciple that every person shall receive an in- 
come which corresponds to the market value 
of the services or property which he controls. 
If the application of this principle in organ- 
izing production is accepted, it is then too late 
to complain of its consequences in the organ- 
ization of consumption. 

T^e fact that the family with a low income 
cannot go as far down the want list as can the 
family on a higher income means that the 
dollars in the low income stand for propor- 
tionately more urgent wants. This fact is 
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recognized in the income tax, when the larger 
incomes are taxed at progressively higher 
rates and when the low incomes are entirely 
exempted. 

In view of the distribution of incomes, 
there are certain services which would not be 
available to some families if these services 
were not provided at public expense. Thus, 
for example, public education furnishes an 
opportunity to attend school to those who 
could not otherwise afford it. After provid- 
ing the opportunity, attendance is, in fact, 
made compulsory. In effect, the state diverts 
by taxation the incomes received by some to 
the benefit of others. In so fundamental a 
matter as education this procedure has come 
to be accepted as a matter of course. 

Price Calculations and Saving 
It is from the larger incomes that the 
greater part of the annual supply of invest- 
ment funds is drawn. The family on small 
income ordinarily has no annual surplus left 
after meeting the requirements of the family 
budget. The introduction of industrial im- 
provements depends upon continued accumu- 
lation of capital. This capital is provided by 
the sale of securities to those whose incomes 
permit investment. This is one of the regular 
uses to which incomes are put, and if it were 
not for prices (those of securities on the one 
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hand and those of consumption goods on the 
other) , the calculations involved in the choice 
between spending and investing would be 
much more difficult. Thinking in terms of 
money is the modern way of taking thought 
for the morrow. 

There often arises among those interested 
in public affairs a conflict of opinion as to the 
purposes for which national income should be 
used. Such issues can be met only by a choice 
of alternatives similar to the selections made 
by the individual consumer who apportions 
his limited income. So, for example, it is 
generally recognized that it is desirable both 
to advance the current American standard of 
living, and also to provide annually for an 
increase Jn the supply of capital in order that 
the future standard may be at least as high 
as the present. Yet the same dollars cannot 
be used at the same time to do both things — 
to increase the amount of consumption and 
also the amount of accumulation. A tax pro- 
gram, therefore, must choose between these 
two ends. Those offidally responsible for 
the program must decide to what extent they 
will check the rise in current standards of 
consumption and how far they will limit the 
further growth of capital and so limit more 
remote standards. How could officials make 
the necessary calculations except in terms of 
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dollars and cents? The system of prices 
makes such calculations possible. 

National Expenditures 
The principles with regard to the use of 
income which underlie the management of a 
national budget are the same as those which 
determine the family budget. Funds drawn 
from sources of income which are limited 
must be applied to the satisfaction of wants 
which outrank in importance the wants that 
must go unsatisfied. In the offidal budget the 
alternatives may be a larger navy, as against 
better roads, or against more adequate appro- 
priations for education ; in the family budget 
the alternatives may be costlier food, as 
against more fashionable clothes, or against 
a more expensive vacation. The method of 
accounting in both cases rests upon the com- 
mon denominator of money, by which the 
comparisons are made. 



VI 

Characteristics of the Price System 

The foregoing explanation of how prices 

direct production began by taking for granted 

the demands of consumers; it then proceeded 

to explain how these demands rested upon 
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incomes, and how, in turn, the size of the 
incomes received and the uses to which they 
were put, also rested upon prices. The 
course of the argument itself indicates the 
interrelations which exist between sets of 
prices. Prices are the links between inter- 
locking markets and no matter where the 
analysis starts it finally comes back again to 
the place of beginning. 

The Interdependence of Prices 
An adequate description of this interde- 
pendence in the system of prices is given by 
Dr. Wesley C. Mitchell, in his book on Busi- 
ness Cycles.^ 

"The prices ruling at any given time for the 
infinite variety of commodities, services, and rights 
which arc being bought and sold constitute a sys- 
tem. That is, these prices are so related to each 
other as to make a regular and connected whole. 

"The prices which retail merchants chai^ for 
consumers' commodities afFord the best starting 
point for a survey of this system. These prices 
are loosely connected with each other; for an 
advance in the price of any commodity usually 
creates an increased demand for other commodi- 
ties which can be bought as substitutes in certain, 
if not all, of its uses, and thus creates business 
conditions which favor an advance in the prices 
of these substitutes. 
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"The business men engaged in squeezing m<»iey 
profits out of these price-margins are seldom able 
to tecp the whole difiEerence between selling and 
buying prices. From retailers back to manufac- 
turers they require various commodities, services, 
and rights for the efficient conduct of their oper- 
ations. For sudi producers' goods they have to 
pay out prices which eat into the profit margins 
on the consumers' goods in which they deal. The 
most important classes of these producers' goods 
are commodities such as raw materials and cur- 
rent supplies, buildings with proper machinery or 
other equipment, manual and mental labor, loans, 
leases, transportations, insurance, and advertising. 

"With the exception of labra-, producers' goods 
are provided, like consumers' goods, chiefly by 
business enterprises operating on the basis of mar- 
gins between buying and selling prices. Hence 
the price for any given producers' goods is re- 
lated not only to the prices of consumers' goods 
in the manu^turc or distribution of which it is 
used, but also to the prices of the various other 
producers' goods employed in its own manufac- 
ture and distribution. Thus the producers' goods 
do not form the ends of the series of price rela- 
tionships, but the beginning of new series of re- 
lationships, which run backward with countless 
ramifications and never reach definite stopping 
points. Even the prices of raw materials in the 
hands of the ultimate producers arc related inti- 
mately to the prices of the labor, current supplies, 
machinery, buildings, land, loans, leases, etc., 
which the farmers, miners, lumbermen, etc., em- 
ploy. 

"The price of labor may seem to bring the 
series to a definite stop at least at one point. 
For, in most cases, the laborer or his union deals 
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directly with the employer or his association, and 
the laborer does not have a business attitude 
toward the production of his own energy. But 
the price which the laborer can cMnmand is in- 
dubitably connected with the prices of the con- 
sumers' goods which established habit has made 
into a standard of living. At this point, there- 
fore, analysis of the interrelations between prices 
brings us not to a full stop, but back to our 
starting point — the prices of consumers* com- 
modities." 

This method of explaining the prices of 
some commodities by referring to prices of 
others has the appearance of arguing in a 
circle. An expfanation which doubles back 
over its own tracks and which treats the 
effects of primary causes as themselves causes, 
might be regarded as furnishing no logical 
explanation whatever. It is just this web- 
like arrangement, however, which is most 
characteristic of the price system, and to un- 
ravel the web into a single thread would not 
explain the system logically but would on the 
contrary destroy the relationships among 
prices which are the essential facts to be ex- 
plained. 

Two Fundamental Considerations 

Furthermore, there are two considerations 
which prevent the argument from being circu- 
lar or meaningless. The first is that the 
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